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Preface
This MAS practice aid is one in a series devoted to the kinds of manage
ment advisory services most often provided to a CPA’s small business
clients. Even though the same services may also be provided to large
clients, practitioners' experience indicates that providing advice and as
sistance to small, closely held businesses often involves considerations
different from those involved in similar engagements for larger busi
nesses. Small businesses frequently do not find it cost-effective to have
the breadth of financial and accounting expertise that is present in larger
businesses. Hence, the nature and depth of the practitioner's gathering
and analysis of the data may differ when providing services to small and
large businesses. Most important, the personal plans, finances, and de
sires of the small business owner may have a significant impact on current
and future operations of a small business, and the practitioner must take
them into consideration when providing advice and assistance.
MAS small business consulting practice aids do not purport to include
everything a practitioner needs to know or do to undertake a specific type
of service. Furthermore, engagement circumstances differ, and, there
fore, the practitioner’s professional judgment may cause him to conclude
that an approach described in a particular practice aid is not appropriate.
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Scope of This Practice Aid
The purpose of this practice aid is to provide information useful to prac
titioners engaged to assist clients in determining pricing for manufactured
products. This practice aid may also be helpful in developing suggestions
to improve pricing practices and thereby achieve more profitable oper
ations. The sample work program used in this practice aid has been
developed for a manufacturing concern and may be altered to fit any other
type of operation.
The principal output in this type of MAS engagement would be a
written or oral report that communicates a recommended procedure for
determining prices. If appropriate, the report may also state that in a
follow-up engagement, the practitioner could provide assistance to the
client in implementing and monitoring the recommendations. Observa
tions regarding the client’s general operations may also be included in the
report.
It is important to remember that price is determined by the market for
the product. The pricing formulas presented herein enable the user to
project prices based on known costs and assist him in determining
whether they are within market range. Determination of market range is not
within the scope of this practice aid. The market for a product will also be
affected by other values, including service, reliability, and quality.
This MAS practice aid provides some information that was presented
in previous practice aids; however, restating that information was deemed
necessary for complete coverage of this subject.

Undertaking the Engagement
Practitioners are, at times, afforded the opportunity to provide advice and
assistance in determining prices. These opportunities may result from the
practitioner’s observation, inquiry, and analysis, or a client may initiate
them through a request.
Involvement in determining prices has a broad range. A practitioner
may be requested to conduct an engagement requiring considerable
research and effort, from preliminary evaluation through preparation of
necessary documents and implementation of accepted recommenda
tions. Conversely, a practitioner may only assist in preparing data for
evaluation by client management. Such assistance may be limited to a
consultation based on the practitioner’s knowledge of pricing techniques,
current economic conditions, and the client’s situation. The extent and
nature of the practitioner’s work will often depend on the client’s capabil
ities and the circumstances. In an engagement or a consultation, the
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client would be involved throughout in providing essential data and in
deciding on a course of action.
To determine whether to undertake an engagement, a practitioner may
wish to review the circumstances surrounding the client’s request. In
deciding whether to accept the engagement for either an existing or a new
client, the practitioner may be guided by the following considerations:
• Would acceptance of either the client or the engagement be in keep
ing with professional standards and the practitioner’s policies?
• Would the client benefit from a pricing assistance engagement?
• Is the practitioner competent to successfully complete the engage
ment?
Once the practitioner has agreed to assist in determining pricing, a
clear understanding of the service to be performed and the objectives,
scope, and limitations of the engagement or consultation should be
reached. The client should understand that the practitioner does not guar
antee the determination of a formula that will produce the greatest profit.

Preliminary Evaluation
A preliminary evaluation is useful in identifying the need for improvement.
The practitioner will often use prior knowledge and experience to make
initial judgments about probable pricing system deficiencies and informa
tion sources obtained during the preliminary evaluation. The answers to
questions during the fact-finding portion of the engagement will help
determine whether those initial judgments are appropriate.
The practitioner's inquiries in the preliminary evaluation can include
the following:
• What products are sold?
• What is the market share and potential of each product?
• How are prices determined at present, and how often are they
changed?
• What financial information, including cost information, does manage
ment receive?
• What is management’s philosophy in pricing products?
• Is management aware of industry methods for pricing?
• Is management aware of competitors’ prices?
• Is pricing affected by any regulatory agency?
• What cost centers have been established?
• Are cost and expenses grouped into fixed and variable categories or
direct and indirect categories?
2

• How does inflation affect products or services sold?
• How do technological changes impact the client or its industry?
Based on the preliminary evaluation, the practitioner would make initial
judgments about the approach to achieve the agreed-on engagement
objectives and would develop an appropriate work program.

Definitions
Direct costs. Those manufacturing expenditures that can be traced to a
unit of output or a segment of business operation and that are directly
associated with and chargeable to (rather than allocated or applied to) a
particular job, process, department, or other segment of overall oper
ations.
Indirect costs. Those costs that cannot be obviously traced to a unit of
output or a segment of business operations (for example, cost of general
plant supervision, unmetered power cost, building depreciation, and so
on).
Fixed costs. Those costs that remain at the same level during a specified
period, regardless of the number of units produced or increases or de
creases in business volume. They generally represent costs of being in
business (for example, rent, depreciation, top management’s salaries,
insurance, property taxes, and so on).
Variable costs. Those costs that vary directly with changes in volume or
level of activity (for example, materials, direct labor, sales commissions,
certain maintenance expenses, and so on). As activity increases, variable
costs rise; as activity decreases, variable costs fall.

Engagement Work Program
Any engagement requiring a substantial amount of work can benefit
through the administration of engagement controls. The engagement
work program is an important aid for the practitioner in providing this
administration. It is particularly useful when an engagement proposal
must be prepared for the client’s review and approval. To prepare an
engagement proposal, the practitioner lists the steps necessary to com
plete the engagement and estimates the time required to complete each
step. Even if a proposal is not required, the practitioner would usually
3

prepare a detailed engagement work program for engagement control. In
situations where the practitioner provides only informal MAS consultation
services, a written work program may not be necessary.
A detailed engagement work program might include—
• Specific engagement tasks in the order in which they should be per
formed.
• Individuals assigned to complete each task, including professional
personnel and client personnel (where applicable).
• Due dates and estimated time requirements for completing each task.
Appendix A is a sample engagement work program. The engagement
is to develop an improved pricing formula for a small manufacturing com
pany. The work program form presented is not intended to be a standard
or preferred document. Not all the tasks indicated in this example would
be necessary for every engagement, but by simply choosing steps that
are applicable for the particular situation, the practitioner could use the
work program for most organizations where a similar project is to be
conducted. Additional steps may be added if the practitioner sees the
need.
Appendix A groups individual tasks into four major phases:
Phase 1, Fact-finding, consists of conducting research and gathering
data to use as resource information and to gain a thorough understanding
of the client’s business.
Phase 2, Data Analysis, is an analytical study of the information obtained
in the fact-finding phase to identify weaknesses and deficiencies in the
present system.
Phase 3, Conception and Design, involves formulation and design of
improved methods and procedures.
Phase 4, The Final Report, is the preparation and presentation to manage
ment of the final document summarizing the results of the project.
In some engagements it is necessary to add two additional phases:
Phase 5, Implementation, involves assisting the client in implementing the
product-pricing system.
Phase 6, Follow-up, determines that the product-pricing methodology is
being properly used and modified where applicable.
For purposes of illustration only, the fact-finding section (phase 1) of
the sample engagement work program has been completed in all re
spects. It provides the practitioner with an example of how the entire work
4

plan would be prepared. The work program forms for the remaining en
gagement phases contain only the task descriptions.

Developing a Product-pricing
Formula
Background
To assist the practitioner in understanding the requirements for an en
gagement to develop a product-pricing formula, an example is provided
in this section. It suggests how major steps in the project may be com
pleted, but it is not intended to be all-inclusive for every step in the
product-pricing process.
The example is based on the sample work program (appendix A). It
assumes that phases 1 and 2 (Fact-finding and Data Analysis) have
already been completed, and it essentially follows the major steps
presented in phase 3 (Conception and Design). The example also as
sumes that historical costs, expenses, and other operating data, adjusted
for economic conditions expected during a specified period, would be
used in developing a sample pricing formula. (When available, projected
or budgeted data is preferable.)
The hypothetical company in the example is a small manufacturing
company, the LF&L Manufacturing Company, a producer of wire products
for the automotive industry (principally shifting linkages, accelerator arms,
hood braces, and so on). The company fabricates its products in three
major departments: metal cutting, pressing operations, and welding.
LF&L Manufacturing Company generally produces goods to customer
order, usually involving long production runs for each part. The company
prefers to cost and price products based on factors developed on a perthousand-pieces unit base.
Methodology
Following are the major steps involved in phase 3 of the work plan for LF&L
Manufacturing Company.
Step 1. Determine the materials cost for the pricing formula. This would
include raw materials, purchased parts, and outside processing (see
table 1 on page 7 for an example). Such information can be obtained from
vendor invoices, bills for materials, engineering standards, and manu
facturing specifications.
Step 2. Calculate a materials scrap allowance to be added to the costs of
raw materials and purchased parts. The following example uses total
materials cost as a basis for the calculation.
5

Projections
Raw Materials Cost
Purchased Parts Cost
Outside Processing Cost
Subtotal for all Materials Costs
Scrap Expense (per General Ledger)
Percentage of Scrap

$_______
_______
_______
$_______
_______
%

Note: If LF&L’s accounting system does not identify scrap expense sepa
rately, scrap expense can be estimated by calculating the difference
between cost of raw materials, purchased parts, and outside processing
versus the total usage cost of related items. Usage can be determined
from LF&L’s bill of materials or other engineering standards as well as
equivalent units produced.
Step 3. Calculate the cost factor for direct labor and machine set-up labor
(see table 2 on page 8 for an example) by referring to manufacturing
specifications, labor standards by operation, and process-routing sheets.
Step 4. Analyze manufacturing overhead items. First, the various manu
facturing expense components identified during fact-finding and data
analysis should be segregated between fixed and variable portions (see
table 3 on page 9 for a sample matrix).
After total manufacturing overhead expenses have been identified,
calculate the corresponding fixed and variable overhead rates. Selecting
appropriate bases for these rates (for example, direct labor dollars, direct
labor hours, machine hours, and so on) is necessary at this stage.
Step 5. Calculate the percentage allocation for the absorption of general,
administrative, sales, and marketing expenses.
Projections
Total General, Administrative, Sales,
and Marketing Expense
Total Manufacturing Costs
Percentage of Total Manufacturing Costs
That Are General, Administrative, Sales,
and Marketing Expense

$______
______

%

Obtain related expenses from the client’s financial statements or general
ledger.
Step 6. Develop a product-pricing formula and design an appropriate
form (see table 4 on page 10 for an example).
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Table 1: Cost Calculation for Material, Purchased Parts,
and Outside Processing
MATERIAL

Weight per
1,000 Pieces

Description

Cost per Pound
Material

Cost per 1,000
Pieces

Freight

$

TOTAL

$

PURCHASED PARTS
Cost per Unit

Quantity Required
per 1,000 Pieces

Description/Source

Part

Cost per 1,000
Pieces

Freight

$

TOTAL

$

OUTSIDE PROCESSING
Cost per 1,000 Pieces
Description

Source

Freight

Process

Tooling Cost
per 1,000 Pieces

Heat Treating

Pieces

$

Plating

Painting

Other

TOTAL

$
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Table 2: Direct Labor and Set-Up Labor Cost
Operation
Number

Pieces
per Unit

Description

Pieces
per Hour

Standard Hours
per 1,000

Set-up
Hours

Cutting Department

TOTAL CUTTING LABOR
Pressing Department

TOTAL PRESSING LABOR
Welding Department

TOTAL WELDING LABOR
TOTAL LABOR (all depts.)
Direct Labor and Set-up Labor Cost Summary

Department

Direct
Labor
Hours

Direct
Labor
Rate

Cutting

Extended

Set-up
Hours

Set-up
Rate

Extended

$

$

Pressing

Welding
Subtotals

$

Average Production Run
Direct Labor Cost Per 1,000
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$

SET-UP COST PER 1,000

$

Table 3: General Ledger Manufacturing Expense Account
Expense Account

Fixed

Tool Room Labor
Utilities
Overtime Premium
Group Insurance
Property Taxes
Indirect Shop Labor
Factory Supplies
General Insurance (Buildings)
Holiday and Vacation
Other Benefits
Tool Room Supplies
Depreciation
Maintenance and Repairs
Payroll Taxes
Engineering Salaries
Factory Supervision
Inspection Department Salaries

Variable
X

X
X
X
X
X
X
X
X
X
X
X
X
X
X
X
X

Note: This practice aid has considered all expenses as either fixed or variable, although, in
fact, many can be both.

Progress Reports to the Client
Throughout the engagement, ideas and suggestions (which the prac
titioner will outline in the final report) may become apparent, and the
practitioner should consider immediately communicating them to the cli
ent. The end of each phase of the engagement is generally an appropriate
time to communicate such interim thoughts. Succeeding phases may be
modified in light of the client’s response to such interim recommendations.
These preliminary communications with the client may be oral or in writing.

Final Report to the Client
The engagement is generally complete when the practitioner presents the
client with a final report. As noted earlier, the client may request the
practitioner to assist in implementation of the pricing formula and sub
sequent follow-up on its use.
The final report summarizes the information that has been commu
nicated during the course of the engagement and the practitioner’s rec
ommendations. If the final report is not in writing, the practitioner should
9

consider documenting the conclusion reached and recommendations
made. These recommendations may include—
•
•
•
•
•
•

Revision or development of a cost system.
Establishment of standard costs.
Modifications of the formula for establishing price(s) by product.
Procedure for monitoring competition.
Method for monitoring costs in order to periodically update prices.
Adjustment of prices for inflation.
Table 4: Product-pricing Formula
Cost per
Thousand Pieces

1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.
13.
14.
15.
16.
17.

Material (from table 1)
Purchased Parts (from table 1)
Outside Processing (from table 1)
Subtotal for Materials (lines 1 + 2 + 3)
Scrap Allowance, Handling, and Other Costs
(_% of line 4)
Labor (from table 2)
Set-up (from table 2)
Variable Overhead (_% of line 6)
Fixed Overhead (_% of line 6 at 100%
capacity)
Total Manufacturing Cost (lines 4 + 5 +
6 + 7 + 8 + 9)
General, Administrative, Sales, and
Marketing Expense (_% of line 10)
Subtotal (lines 1 0 + 1 1 )
Minimum Selling Price Before Commission
(line 12 ÷ [1 - client’s required profit %])
Sales Commission ([line 1 3 ÷
(1 - commission rate)] - line 13)
Required Profit or Sales Commission
(line 14 x required profit %)
Target Selling Price (lines 13 + 14 + 15)
ACTUAL SELLING PRICE*

$

$

$

$
$

$_ - ...........

*Determined by competition and other factors
Note: Several other product-pricing formulas used by a variety of industries are presented
in appendix B.
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Project Planning Chart

Sample Engagement Work Program
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Project Planning Chart
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Project Planning Chart
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Project Planning Chart
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Project Planning Chart

APPENDIX B

Sample Product-pricing Formulas
The formulas presented in this appendix represent those used in a variety of
industries. They are intended primarily for reference purposes when the prac
titioner assists a client in developing a product-pricing formula. The unique re
quirements, cost accumulation methods, or market conditions of a particular client
would normally require deviations from these sample formulas.

Exhibit 1

Open-Die Forging
1. Materials Cost
2. Materials Burden Cost (_% of materials)

$_______

3. Heat Treating Cost (outside services)
4.
Subtotal for Materials Costs
5. Labor and Overhead
Forge machine hourly rate* ($_x estimated hours)
Machining department hourly rate* ($_x estimated hours)

$_______

6.
Total Manufacturing Cost
7. General and Administrative Expense
(__ % of total manufacturing cost)

$_______

8.
Subtotal
9. Profit ([line 8 ÷ (1 - required profit %)] - - line 8)
10.
Subtotal
11. Sales Commission ([line 1 0 ÷ (1 - commission rate)]line 10)
12. Required Profit on Sales Commission (line 11 x
required profit %)
13.
Selling Price Before Contingency
14. Contingency Loss Factor__ %
15.

$_______
$_______

$_______

TARGET SELLING PRICE

*Hourly rate includes direct labor and overhead.
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3.

Exhibit 2

Furniture Manufacturing (Household Case Goods)
1, Standard Cost (labor,
2. Finishing Labor
Hand rubbing
Decoration
Satin-lacquer finish
Packaging/Crating

materials, and overhead)
(__ hours
(__ hours
(__ hours
(__ hours

x
x
x
x

hourly
hourly
hourly
hourly

$-

rate)
rate)
rate)
rate)

Finishing Materials
Lacquer (__ square feet x cost per square foot)
Decorative hardware
Packaging or crating materials
4.

Finishing Cost
5. General and Administrative Expense
(__ % of finishing cost)

$_______

6.
7.

$_______
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Total Product Cost
TARGET SELLING PRICE
(Total product cost [1 - (commission % + profit %)])

$

=

27

------------------___________
___________

___________
___________

Pieces
per Hour

6. Target Profit M argin ___ %
TARGET PRICE

3. Overhead
Labor cost = $_______ x ________ %
4. Outside Processing Cost per Piece
5. Set-up
(___ hours x hourly rate) ÷ ____ number of parts
Total Cost per Part

2. Materials Cost
Steel specifications (per
part)
-----------------------------------Part weight
-----------------------------------Materials cost per pound
$-----------------------------------Part cost per piece
$-----------------------------------Materials handling and scrap factor_______________ %
Total Materials Cost

Total Labor Cost

1. Labor Cost for Operations
Turn and cut off
Finish machine
Deburr

Machine
Number

Customer____________________________________
Product______________________________________
Materials Specification_________________________
Number of Parts_______________________________

------------------___________
___________

Average
Wage

------------------___________
___________

Cost per
Part

$

—

-

-----------------

----------------$------------------

---------------------------------

--------------------------------$-----------------

$-----------------

__________
__________

$-----------------

Total

Date Prepared--------------------------------------------

Screw Machine Products Manufacturer

Exhibit 3

$

Exhibit 4

Box Manufacturer
Date__________________________
Prepared by____________________

Customer_______________________
Specifications____________________
Lot Size_________________________
F.O.B. Plant_____________________

1. Materials
Quantity
(Gross B/F)
L u m b e r_______________
Precut _______________
Veneer _______________
Plywood_______________
Wire
____ (Lineal Feet)
Total Materials Cost

Cost
($ per B/F)

Extended
Cost
$___________

____ (Lineal Foot)

2. Labor and Burden
Department A, Cutting
Total Board Feet___________ - Waste Factor
Usable Board Feet________ x Cost/Board Foot $.
Estimated
Number of Hours

= $__________

Cost
($ per Hour)

Extended Cost

Department B
Tenoner ___
Gang Rip___
Hand R ip___
Diagonal ___
Resaw
___
Veneer ___

$

Department C
Nailing
Printing

28

____
____

$

Estimated
Number of Hours

Cost
($ per Hour)

Extended Cost

Department D
Set-up
------------------------- ----------------------------------- $ Stitching ------------------------- ----------------------------------Total Labor and Burden Cost
Total Factory Cost
Administrative and Selling Expense
(___ % of factory cost)

$.

Total Product Cost
Gross Profit*
QUOTE

$

(1 - [100 - desired gross profit %]) x total product cost
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Exhibit 5

Labor-Intensive Job Shop
1. Materials

$

2. Scrap (__ % of line 1)
3. Outside Processing
4. Packaging
5. Freight Out
6.

Total Materials and Delivery

7. Direct Labor (estimated hours x hourly rate)
8. Burden (__ % of line 7)
9.
Total Manufacturing and Delivery

$

$

10. Selling, General, and Administrative Expense
(__ % of line 9)
11.

Subtotal

12. Profit ([line 11 ÷ (1 - required profit %)] - line 11)
13.
Subtotal

$
$

14. Sales Commission ([line 1 3 ÷ (1 - commission rate)]
line 13)
15. Required Profit on Sales Commission (line 14 x
required profit %)
16.
Indicated Selling Price (lines 11 + 1 2 + 1 4 + 15)
17.
SELLING PRICE
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$
$

Exhibit 6

Manufacturer of a Single Product
1. Materials

$_______

2. Scrap (__ % of line 1)
3.
Total Materials Cost
4. Labor (__ hours x hourly rate)

$_______

5. Labor Burden (__ hours x hourly rate)
6. Machine Burden (__ hours x hourly rate)
7.
Manufacturing Cost
8. Selling, General, and Administrative Expense
(__ % of line 7)

$_______

9.
Total Cost
10. Profit ([line 9 ÷ (1 - required profit %)] - line 9)
11.
Indicated Selling Price
12.
SELLING PRICE

$_______
$_______
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Exhibit 7

Industrial Plastic Covers Extrusion and Molding
1. Direct Labor Cost (not loaded)
plus

$

2. Direct Materials Cost
equals
3. Total Direct Cost
multiplied by
4. Overhead Factor Plus Minimum Profit Factora
5.
TARGET MINIMUM SELLING PRICE
a. Minimum profit factor = __ % of selling price
b. Current combined overhead factor ÷ profit factor = 0.00
c. Target minimum selling price adjusted for market conditions

32

$
b

$

c
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